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Shareholder Information 


Sophisticated Coker Ball Valves are used for rigorous applications in refinery processes. 
Velan is the world leader in this specialized process with valves installed in over 100 refineries worldwide. 


2001 Annual Report 


A Global Leader in Industrial Steel Valves 


Velan Is one of the world’s leading manufacturers 
of industrial steel valves with eleven specialized 
manufacturing plants, including five in Canada, 
two in Korea, and one each in the U.S., France, 
Portugal and Taiwan. We have 1,126 employees 

in North America and 374 overseas. We owe much 
of our success to the capability, experience and 
dedication of our employees who have made 
quality and innovation the cornerstone of Velan 
since its inception in 1950. 


Velan is the largest manufacturer of steel gate, 
globe and check valves in the world. We also offer 
an advanced line of highly competitive industrial 
ball valves with metal and resilient seats, 

Torqseal triple offset butterfly valves, as well as 
high-performance all stainless steel knife gate 
valves. We concentrate on one business 

— designing, manufacturing and marketing 
advanced technology steel valves in a broad range 
of types and sizes. 


The Velan corporate philosophy is to bring to the 
market new and innovative valve designs with 
special emphasis on quality, safety, ease of 
operation, simple in-line maintenance and most of 
all, long service life. All this combined with the use 
of high quality materials, advanced manufacturing 
technology and automation in all stages of 
manufacturing ensures the highest possible quality 
at a competitive price. Velan is strongly committed 
to defending its market position and aggressively 
competing in all countries around the world. 


The company’s impressive growth is testimony to 
its balanced competence in research, design, 
production and marketing with a firm determination 
to maintain its leadership in the valve industry, 
today and in the future. 
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SALES (in millions of dollars) 
340 


CONSOLIDATED 
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OVERSEAS 
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(in thousands of dollars, except per share 
amounts and number of employees) 


Income statement data 


Sales $ 321,442 
Gross profit 110,747 
Gross margin 34.5% 

Engineering, selling, 
general and administrative 
and research expenses 55,620 

Earnings before income taxes 46,909 

Net earnings 31,354 
Net profit margin 10% 

Earnings per share* 1.40 

Balance sheet data 

Cash and short-term investments $ 55,081 

Working capital 187,584 

Capital assets 57,585 

Total assets 314,272 

Total debt 6,513 

Shareholders’ equity 250,398 

Number of employees 
Canada 901 
United States 225 
Overseas 374 
Total 1,500 


* See note 13 in the Notes to consolidated financial statements 
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NET EARNINGS (in millions of dollars) 
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1997 1998 1999 2000 2001. 
* Net profit margin 
2000 1999 1998 1997 
321,567 $ 308,473 $ 284,483 $ 248,198 
112,082 109,685 97,420 82,454 
34.9% 35.6% 34.2% 33.2% 
54,211 43,716 40,427 32,808 
49,197 59,219 51,286 42,926 
31,682 39,209 34,156 28,860 
10% 13% 12% 12% 
1.40 ile (lay 127) 
43,134 $ 64,525 $ 26,945 $ 36,043 
163,488 165,741 137,094 126,020 
59,947 49 411 46,732 32,439 
311,412 293,592 256,957 212,895 
8,091 21,926 31,211 SVL 
230,484 207,590 167,508 134,166 
876 877 861 762 
215 256 242 240 
384 249 245 240 
1,475 pez 1,348 1,242 


President's Report to Shareholders 


2001's Performance 
Was Equal to the Record Year 2000 


| am pleased to report to our shareholders that in 
spite of an extremely difficult and highly 
competitive world market we were able to achieve 
in 2001 the same level of record revenues as in the 
year 2000 and maintain profitability at a 10% level, 
one of the highest in the North American valve 
industry, resulting in $1.40 earnings per share. 


Consolidated Sales 


Consolidated sales in 2001 of $321.4 million 
remained at the same record level as in the year 
2000 in spite of a 33% decline in sales in France 
where we completed large orders for China's 
nuclear power projects in the previous fiscal year. 
Sales in North America increased by 17% 
representing 65% of the total sales volume while 
overseas sales declined 24% to 35% of the total 
due to ferocious price competition and the high 
value of the U.S. and Canadian dollar in relation to 
world currencies. 


Incoming Business — On-Time Delivery 


As a consequence of lower sale prices and tough 
competition on all markets, our incoming orders of 
$279 million, or a reduction of 9%, against the $307 
million in 2000 as well as the increased output of 

the North American manufacturing plants resulted 


in a reduced backlog of $126 million at the year end. 


The lower backlog and other organisational 
measures will enable us to improve our aims of 
“on-time delivery" to steadily climb towards the 
desired level of 95% (100% is difficult to achieve). 
This standard, unfortunately, is not currently the 
hallmark of the North American valve industry. 

It represents however, presently, our biggest 
challenge to accomplish this goal and our future 
key measurement of success. If successful, 

it will provide us together with our leading design 
and quality of products, a significant 

competitive advantage. 


Gross Profit Margin 
— Technological Challenge 


Our gross profit margin of 34.5% or $111 million was 
the second highest ever recorded. All this in spite of 
an unusual expense of $1.2 million to resolve a 
technological challenge connected with hardfacing 
processes of a new high chrome alloy introduced 
recently for high pressure/high temperature piping 
to cope with higher operating temperatures used in 
newly constructed thermal power stations to 
improve efficiency. 


The required research conducted in cooperation 
with one of the leading power station builders, our 
customer, resulted in the resolution of the problem 
and will reinforce our position in the growing power 
market, now and in the future. 


Profitability 


In spite of increased wages and material costs as 
well as reduced sales price levels, we were 
successful in maintaining the 10% net profit margin 
with net earnings of $31.4 million, close to the 
$31.7 million in 2000. 


The net profit margin of 10% is 44% higher than the 
6.8% average net profit margin reported by the 2000 
VMA statistics and remains an outstanding 
comparable performance with the largest Canadian 
companies (largest bank 9.9%, largest oil company 
8.5%, largest producer of aluminum 6.8%, largest 
aviation company 6%, largest automobile parts 
producer 5.7%, largest consulting/architect- 
engineering company 3.1%). 


Performance Since 1996 (5 year period) 


1996 
Sales $232.6M 
Gross Profit $77.4M 
Net Profit $28.1M 
Cash on Hand $15.6M 
Working Capital $110.0M 
Shareholders’ Equity $136.0M 


Productivity per Employee 


Productivity per employee in our North American 
operations responsible for 80% of the total 
production output increased from $226,000 to 
$237,000 or 5% with sales of $254 million and 

1,071 employees against sales of $238 million and 
1,053 employees in 2000. Total employment world- 
wide reached the 1,500 level against 1,475 in 2000. 


5 Year Performance 


It is a remarkable achievement to have record 
sales for 5 consecutive years in the industrial 
valve market considering that the increases came 
mainly from internal growth and not acquisitions: 
83% increase in equity, 253% increase in cash 

on hand and 71% in working capital. 


The Outlook 


In order to present a meaningful outlook it is 
necessary to review first our corporate strength. 


Velan is recognized as a leader in industrial 
valve manufacturing in all the primary global 
market segments where we compete: oil, gas, 
petrochemical, chemical, thermal and nuclear 
power, pulp and paper and ship building. 
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2001 Increase vs 1996 
$321.4M 38% 
$110.7M 43% 
$31.4M 12% 
$55.1M 253% 
$187.6M 1% 
$250.4M 83% 


Our global production in 6 North American, 

2 European and 3 Asian plants, enhanced 

by a new second plant in Korea now in full 
operation, provides us with a large production 
capacity, capable of handling the largest 
projects and global alliances. 


Velan valves are approved worldwide by most 
major end-user/companies in all the markets 
served. 


We are known for taking challenges wherever 
we can find them from valves for rocket 
launching, nuclear submarines and aircraft 
Carriers, advanced nuclear and fossil power 
plants, in extreme high temperature services 
and extreme low temperature near absolute zero 
in high energy particles accelerators and 
everything in between. 


Current and potential end-user customers find 
value in our broad product line offering 
a high quality application. 


Our Research and Development Department 
continues to focus on making our valves more 
reliable and easier to service with emphasis on 
low emissions and long service life. 


We have a broad and large installation base of 
millions of valves in worldwide projects, long 
range supply-alliances with leading end-users 
in all sectors we are serving, as well as with 
construction-engineering companies in the 
USA and Japan. 


Velan Ltd. built a second plant of 65,000 sq. ft. 


located in Ansan City, South Korea. 


Velan employs 92 people in Korea and 


manufactures 2” to 12” cast steel gate, 
globe, check, ball and knife gate valves. 


Torqseal triple offset 
metal-seated butterfly valves 
are now being produced in 
Montreal's Plant 5. 


¢ Qur distributors have long range supply 
agreements for Velan Valves with major end- 
users. As an example, our British distributor 
Transmark Heaton Valves Ltd. holds 
23 contracts for our 2'-48" Cast Steel Valves. 


As for the outlook for 2001/2002 we expect to 
maintain our market share from improvements, 
especially in the petroleum industries reporting 
increased capital budgets for the year 2002, 

as well as in the world’s power generating 
industry which is on the move in the USA and 
in developing countries. 


As a leader in the power field, with the unique 
forged valve line up to 24" and a large installation 
base in over 1,000 thermal power stations, 295 
nuclear stations and the entire U.S. Navy nuclear 
fleet, we hope to maintain a fair market share in 


the future. 


Awards 


ally Frienal 
(EFV ) Status to 4 Valve 


Heaton Valves Ltd. 


supplying 


Velan Cast Stee/ Valves 
from 
Granby, Williston, Montreal, 


Portugal & Korea Plants 


We are now finally entering the marketing phase 
with our advanced Torqseal Butterfly valves and 
within 4 months with a new patented ball valve for 
power generation, which will enhance our already 
large range of products and broaden our 
customer base. 


The valve industry has changed a lot lately with 
conglomerates taking over family businesses, 
users changing the way they buy valves going 
for the lowest possible prices and known brand 
names closing production plants and having 
valves built in China and Eastern Europe. 


We have to adapt to the changing market- 
place, but we continue to invest in advanced 
technology in our North American, European 
and Asian production facilities. 


In general, we made good progress towards our 
goals in the last 7 years. We are continuously 
stretching to reach new goals with the aim to 
prosper and create increasing value for our 
shareholders. 


A.K. Velan 
Chairman of the Board, 
President and Chief Executive Officer 


BP. one of the world’s leading providers 
of energy and petrochemicals, 

has recognized Velan valves as 
“Environmentally Friendly”. 


Phil Mancini 


Barrie Kirkma 
n 
8P EFV team leaders 
26th November 2000 


Overview 


The consolidated statements of Velan Inc. include 
the North American operations of Velan Inc. and 
Velan-Proquip Inc. in Canada and Velan Valve Corp. 
in the U.S.A. The overseas operations include 
Velan S.A.S. and Bouvier Darling S.A.S., France; 
Velan Ltd., Korea; Velan Valvulas Industrias Lda., 
Portugal; Velan GmbH, Germany; Velan Valves 
Limited, U.K.; and Velan Valvac Co. Ltd., Taiwan 
(joint venture company). 


The current fiscal year includes production from 
our second Korean plant which started shipping 
valves in October 2000. During this start-up year 
the plant produced $5.8 million and demand for its 
products Is strong. We anticipate a substantial 
increase in production in 2001/2002. Our new 
facility in Montréal started production of our new 
butterfly valves during the 4th quarter this year and 
as a result very few sales were made. However, 
we are encouraged by our customers’ interest in 
our new product and the potential for our future 
sales both locally and overseas. 


We consolidated our manufacturing sites in France 
during the year in order to bring our cost structure 
in line with reduced demand in the nuclear market. 
The former operations of Bouvier Darling in 
Grenoble were moved to our existing larger site in 
Lyon. As part of the restructuring the work force 
was reduced by 75 people and the facility was sold 
together with some excess equipment. 


We opened 2 stocking warehouses during the year, 
VelCal in Benicia, California and VelEast in 
Marietta, Georgia. The California warehouse 
operation is selling to distributors on the West 
Coast, while the Georgia warehouse was opened 
to support an alliance agreement with a large 

pulp and paper company. 


During the year we announced an increase in our 
annual dividend policy from 25¢ to 30¢ and 


i Management's Discussion and Analysis 


renewed our Normal Course Issuer Bid through 
which a total of 256,000 shares were repurchased 
and cancelled. 


Review of Operations 


Net sales for the year of $321.4 million virtually 
matched our record of $321.6 million from the prior 
year. Considering the competitive pricing pressures 
in the global marketplace, we are very pleased 
with the results. Our North American market has 
been strong with a 17% increase in sales, bringing 
the total sales volume in North America up to 65% 
of the total, up from 54% the previous year. Sales in 
international markets were down due to tough 
competition and a reduction of $19.9 million (33%) 
in sales from our French operations where we had 
completed large orders for China's nuclear power 
projects in the previous fiscal year. 


The gross profit of $110.7 million, or 34.5% of sales, 
is only slightly lower than that of 2000 and was a 
significant accomplishment despite a number of 
negative influences encountered this year. One of 
these factors was additional one-time costs of $1.2 
million to resolve a technological problem with 
hardfacing processes for a new high chrome alloy 
material. In addition, the costs associated with the 
set-up and pre-production runs of both new plants 
were absorbed during the year rather than 
deferred and amortized over future years. 


Engineering, selling, general and administrative 
overhead costs have increased by $1.4 million, an 
increase of 2.6% over last year. Higher air and land 
freight charges account for most of this increase, 
while the other costs within this category remained 
relatively stable. 


Interest on long-term debt was lower this year, 
because the previous year included interest costs 
on the final repayment of $10 million related to the 
Company's repurchase of its shares in 1996. 


No major changes in long-term debt were made 
in the year; therefore the interest costs are 
anticipated to slowly reduce with principal 
repayments. Other interest costs are from 
temporary uses of our various credit facilities 
which are drawn upon only when needed. 


Increased amortization costs were primarily a 
result of investments made in Plant 2 in Korea 
and Plant 5 in Montréal. 


Other income in both years represents the return 
received on short-term investments of our cash 
position. The prior year’s amount includes an 
insurance settlement of $1.3 million, which is the 
reason for the lower income level this year. 


Accounting principles in Canada require the 
conversion of opening equity from fully integrated 
subsidiary operations at the current year-end rate, 
as opposed to the rate used from the previous 
year. This results in an unrealized translation gain 
or loss, which must be included in the earnings for 
the current year. Our U.S. and Korean operations 
fall under this requirement, which resulted in a 
gain of $2.2 million this year principally due to the 
weakening of the Canadian dollar against the 

U.S. currency. 


The effective income tax rate this year has 
decreased slightly from the previous year due to a 
lowering of rates in certain countries and the 
effect of utilizing certain loss carryforwards that 
had not previously been accounted for. 


Net earnings for the year at $31.4 million and $1.40 
per share are essentially the same as last year. 
Given the additional costs and operational 
challenges addressed this year, we are very 
pleased to have matched last year’s 10% profit 
margin performance. 


Liquidity and Capital Resources 


Our net cash position has increased by almost 

$12 million during the year representing 27% of 
total cash generated from our operating activities. 
The major components of cash spending through 
the year were the final payment of $5 million 
balance of sale from the Velan S.A.S. acquisition, 
$8.6 million on capital expenditures, net of disposal 
proceeds; and a total of $10 million disbursed 
under the Normal Course Issuer Bid and for 
payment of dividends to our shareholders. 


Capital Expenditures 


Machinery for $6.6 million was installed in our 
North American and Korean plants, most of which 
was the balance of equipment for the new plants 
put in operation earlier this year. A further 

$1.2 million was spent in our Taiwanese joint 
venture company for a new manufacturing facility 
and the balance of spending was for regular 
upgrading of existing equipment. 


Risks and Uncertainties 


The Company deals on a global basis and is 
subject to the attendant risks, including foreign 
currency fluctuations and their impact on our 
results. The majority of our worldwide revenues, 
and a portion of our manufacturing costs, 

are In U.S. dollars and are naturally hedged. 
The remaining U.S. dollar inflow Is at risk to 
fluctuation, and to minimize the potential effect 
this would have, the Company enters into short- 
term forward exchange contracts approximating 
50% of this exposure. 


Sales and profitability realized on future business 
may continue to be impacted by strong worldwide 
competition and the cost cutting policies of 

valve users. 


Consolidated Financial Statements 


Management Report 


Preparation of the consolidated financial statements accompanying this annual report and the 
presentation of all other information in this report is the responsibility of the management of Velan Inc. 
The financial statements have been prepared in accordance with generally accepted accounting 
principles, using management's best estimates and judgments. All other financial information in this 
report is consistent with that contained in the financial statements. 


Management is also responsible for maintaining a system of internal controls designed to provide 
reasonable assurance that assets are safeguarded and that accounting systems provide timely, 
accurate and reliable financial information. 


The Board of Directors is responsible for ensuring that management fulfils its responsibilities for financial 
reporting and internal control. The Board is assisted in exercising its responsibilities through the Audit 
Committee of the Board which is composed of two non-management directors and Mr. lvan Velan, 
Executive Vice-President, North American Sales. The Committee meets periodically with management 
and the auditors to satisfy itself that management's responsibilities are properly discharged, to review 
the financial statements and to recommend approval of the financial statements to the Board. 


PricewaterhouseCoopers, the independent auditors, have audited the Company's financial statements in 
accordance with generally accepted auditing standards and their report follows. The independent 
auditors have full and unrestricted access to the Audit Committee to discuss their audit and their related 
findings as to the integrity of the financial reporting process. 


lewstla bald 


A.K. Velan S.R. Farrell 
Chairman of the Board Chief Financial Officer 
President and Chief Executive Officer 


September 6, 2001 


Auditor's Report 


To the Shareholders of Velan Inc. 


We have audited the consolidated balance sheets of Velan Inc. as at May 31, 2001 and 2000 and the 
consolidated statements of earnings, retained earnings and cash flows for the years then ended. 
These financial statements are the responsibility of the company’s management. Our responsibility 
is to express an opinion on these financial statements based on our audits. 


We conducted our audits in accordance with Canadian generally accepted auditing standards. 

Those standards require that we plan and perform an audit to obtain reasonable assurance whether 
the financial statements are free of material misstatement. An audit includes examining, on a test basis, 
evidence supporting the amounts and disclosures in the financial statements. An audit also includes 
assessing the accounting principles used and significant estimates made by management, as well as 
evaluating the overall financial statement presentation. 


In our opinion, these consolidated financial statements present fairly, in all material respects, the 
financial positions of the company as at May 31, 2001 and 2000 and the results of its operations and 


its cash flows for the years then ended in accordance with Canadian generally accepted 
accounting principles. 


Pruatirhounserpiy LLP 


Chartered Accountants 


Montréal, Canada 
August 10, 2001 


PricewaterhouseCoopers refers to the Canadian firm of PricewaterhouseCoopers LLP and other members of the worldwide 
PricewaterhouseCoopers organization. 
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Consolidated Balance Sheets 
As at May 31, 2001 and 2000 (in thousands of dollars) 


Assets 
Current assets 
Cash $ 
Short-term investments — at cost 
(which approximates market value) 
Accounts receivable 
Income taxes recoverable 
Inventories (note 4) 
Deposits and prepaid expenses 


Capital assets (notes 5 and 8) 
Goodwill - at cost, net of amortization of $4,448 (2000 — $2,722) (note 2) 
Other assets 


$ 

Liabilities 
Current liabilities 

Accounts payable and accrued liabilities (note 7) $ 

Customers’ deposits 

Provision for performance guarantees 

Future income taxes (note 12) 

Current portion of long-term debt 


Long-term debt (note 8) 
Other long-term liabilities 
Future income taxes (note 12) 


Shareholders’ Equity (note 9) 

Capital stock 

Contributed surplus 

Retained earnings 

Foreign exchange translation adjustments 


$ 


Approved by the Board of Directors, 


2001 


4,958 


50,123 
80,558 
4,430 
99,663 
1,425 


241,157 


57,985 
14,756 
774 


314,272 


41,385 
3,559 
6,967 

412 
1,254 

93,973 
n,200 
2,716 
2,266 

63,874 


110,072 
1,319 
141,633 
(2,626) 
250,398 
314,272 


lpavtles AWA 


A.K. Velan, Director Thomas Velan, Director 


2000 


$ 18,829 


24,305 
83,115 
3,073 
102,517 
2,164 
234,003 


59,947 
16,482 
980 


$311,412 


$ 52,883 
6,887 

8,599 

325 

1,861 
70,515 
6,230 

2,619 

1,564 
80,928 


114,079 
1,204 
116,433 
(1,232) 
230,484 

$ 311,412 


Consolidated Statements of Earnings 


For the years ended May 31, 2001 and 2000 (in thousands of dollars, excluding per share amounts) 


2001 2000 
Sales (note 14) $ 321,442 $ 321,567 
Cost of sales 210,695 209,485 
Gross profit 110,747 112,082 
Expenses (other income) 
Engineering, selling, general and administrative 
and research (note 10) 55,620 54,211 
Interest 
Long-term debt (note 16) 248 410 
Other 233 316 
Amortization of capital assets and goodwill 12,364 11,330 
Other income (2,452) (3,360) 
Foreign exchange gain on 
translation of integrated subsidiaries (note 11) (2,175) (22) 
63,838 62,885 
Earnings before income taxes 46,909 49,197 
Provision for (recovery of) income taxes (note 12) 
Current 15,384 17,554 
Future 171 (39) 
15,555 17,515 
Net earnings for the year $ 31,354 $ 31,682 
Earnings per share (note 13) 
Basic 1.40 1.40 
Diluted 1.40 1.40 
Consolidated Statements of Retained Earnings 
For the years ended May 31, 2001 and 2000 (in thousands of dollars) 
2001 2000 
Retained earnings - beginning of year $ 116,433 $ 90,563 
Net earnings for the year 31,354 31,682 
147,787 122,245 
Dividends 
Multiple Voting Shares 4374 3,977 
Subordinate Voting Shares 1,780 1,685 
6,154 5,662 
Excess of repurchase amount over stated capital 
of Subordinate Voting Shares (note 9 c)) £ 150 
6,154 5,812 


Retained earnings - end of year $ 141,633 $ 116,433 


Consolidated Financial Statements 


Consolidated Statements of Cash Flows 
For the years ended May 31, 2001 and 2000 (in thousands of dollars) 


Cash flows provided from (required for) 
Operating activities 
Net earnings for the year 
Items not affecting cash 
Amortization 
Future income taxes 
(Gain) loss on disposal of capital assets 
Increase in other long-term liabilities 


Net changes in non-cash working capital items 
Accounts receivable 
Income taxes recoverable 
Inventories 
Deposits and prepaid expenses 
Accounts payable and accrued liabilities 
Customers’ deposits 
Income and withholding taxes payable 
Provision for performance guarantees 


Investing activities 
Net assets of business acquisitions 
Less: Cash acquired 


Additions to capital assets 
Proceeds on disposal of capital assets 
Decrease (increase) in other assets 


Financing activities 
Repurchase of shares 
Dividends 
Increase in long-term debt 
Repayment of long-term debt 


Effect of exchange rate differences on cash 


Net increase (decrease) in cash during the year 
Cash — beginning year 


Cash — end of year 


Interest paid during the year amounted to $625 (2000 — $619). 
Income taxes paid during the year amounted to $16,755 (2000 — $23,056). 


Cash represents cash and short-term investments less bank loans and advances. 


12 


2001 


$ 31,354 


12,364 
171 
(266) 
158 


43,781 


2,566 
(1,352) 
2,864 
742 
(11,457) 
(3,320) 


(1,586) 
(11,543) 
32,238 


(11,265) 
Des 
207 


(8,325) 


(3,892) 
(6,154) 
711 
(1,921) 
(11,256) 
(710) 
11,947 
43,134 


(36 403) 


19°272 


$ 


2000 


31,682 


337 
43,389 


(1,113) 
(3,067) 
10,299 
530 
1,581 
(11,610) 
(4,915) 
(2,918) 
(11,213) 


32,176 


(17,131) 

(16,775) 
450 
(425) 


(33,881) 


(1,024) 
(5,662) 
3,370 
(11,621) 
(14,937) 
(24) 
(16,666) 
59,800 


$ 55,081 


43,134 


Notes to Consolidated Financial Statements 


For the years ended May 31, 2001 and 2000 (in thousands, excluding number of shares 
and per share amounts) 


1- Summary of Accounting Policies 


Principles of consolidation 

These financial statements represent consolidation of the accounts of the parent company and all 
subsidiary companies. They also include the accounts of 50%-owned companies, which are considered 
joint ventures, using the proportionate consolidation method. Except for Velan-Proquip Inc., all subsidiary 
and joint venture companies are located in foreign jurisdictions. 


Velan Valvac Manufacturing Co. Limited (a joint venture company) is the only group company with a 
December 31 fiscal year-end. Consolidated earnings include the company’s share of results of their 
operations to that date. 


Inventories 
Inventories are valued at the lower of cost and market. Market is defined as the net realizable value for 
finished goods and finished parts, and replacement cost for raw materials. Cost is determined as follows: 


(a) raw materials using principally the weighted average method; 


(b) finished parts and finished goods using principally the weighted average method plus applicable 
direct labour and manufacturing overhead. 


Capital assets 
Capital assets are stated at cost less related government assistance. Provision for amortization is 
principally determined using the following methods and annual rates or terms: 


Method Rate/term 
Buildings Declining balance 4% —5% 
Machinery and equipment and furniture and fixtures Declining balance 10% — 31% 
Data processing equipment Straight-line 3 years 
Rolling stock Declining balance 30% 
Leasehold improvements Over the term of the leases 


Goodwill 
Goodwill relates to the excess of purchase price over fair value of net assets acquired. Goodwill is 
amortized on a straight-line basis over varying terms not exceeding 20 years. 


Goodwill is assessed for future recoverability or impairment on a periodic basis by estimating future net 
undiscounted cash flows and residual values. Any impairment of the value of the unamortized portion of 
goodwill is written down with a charge against income in the year of determination. 


Investment tax credits 

Investment tax credits are accounted for using the cost reduction method. Under this method, assistance 
relating to eligible expenditures is deducted from the cost of the related assets or related expenses in the 
period during which the expenditures are incurred, provided there is reasonable assurance of realization. 


Customers’ deposits 
Customers’ deposits are funds received in advance for contracts for which the goods and services have 


yet to be delivered. 


Revenue recognition . . 
Revenue is recognized as goods are shipped or services are provided. 
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For the years ended May 31, 2001 and 2000 (in thousands, excluding number of shares 
and per share amounts) 


Research and development costs 
Research and development costs are expensed as incurred unless the development costs meet the 
generally accepted criteria for deferral. As at May 31, 2001 and 2000, no costs have been deferred in the 


accounts of the company. 


Income taxes 

The company uses the liability method of accounting for income taxes. Future income taxes are provided 
for temporary differences between the carrying amounts of assets and liabilities for financial reporting 
purposes and the amounts used for tax purposes, computed based on rates and provisions of enacted or 
substantially enacted tax laws that are expected to be in effect in the year in which the differences are 
expected to be recovered or settled. The company reviews the valuation of its future income tax assets 
and liabilities and records adjustments, if necessary, to reflect their realizable amount. 


Translation of accounts of foreign subsidiary and joint venture companies 


Integrated foreign operations 

The financial statements of Velan Inc.’s integrated foreign subsidiaries are translated using the temporal 
method. Under this method, monetary assets and liabilities are translated at year-end rates and non- 
monetary assets and liabilities at rates prevailing at the transaction dates. Revenue and expenses are 
translated at the average rate for the year. Gains and losses arising on translation are included in earnings 
for the year except those relating to long-term debt which are deferred and amortized over the term of the 
debt (note 11). 


Self-sustaining foreign operations 

The financial statements of Velan Inc.'s self-sustaining foreign subsidiaries and joint venture companies 
are translated using the current rate method. Under this method, all assets and liabilities are translated at 
year-end rates and revenue and expenses at the average rate for the year. Resulting gains and losses are 
ceferred and included in a separate component of shareholders’ equity described as “Foreign exchange 
translation adjustments’. 


Currency risks 
The company is exposed to currency risks due to the potential variation of the currencies in which the 
foreign subsidiaries and joint venture companies operate. 


Foreign exchange translation 

roreign currency balances and transactions are translated using the temporal method. Under this method, 
all monetary assets and liabilities in foreign currencies have been translated at year-end rates. 
Non-monetary assets are translated at rates prevailing at the transaction dates. Revenue and expenses in 
foreign currencies have been translated at the average weekly rate throughout the year. Gains and losses 
arising on translation are included in earnings for the year. 


Use of significant accounting estimates 

The preparation of financial statements in conformity with Canadian generally accepted accounting 
principles requires management to make estimates and assumptions that affect the reported amounts of 
assets and liabilities and disclosure of contingent assets and liabilities at the date of the financial 
Statements and the reporting of revenue and expenses in the reporting periods. Actual results may differ 


from those estimates. 
Credit risk 


The company performs a continuous evaluation of its customers’ credit and records an allowance for 


doubtful accounts as required. Management considers there is no significant credit risk as at May 31, 
2001 and 2000. 
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Fair value of financial instruments 


The company has evaluated the fair values of its financial instruments based on the current interest rate 
environment, related market values and current pricing of financing instruments with comparable terms. 


The carrying value of its financial instruments is considered to approximate fair value, unless otherwise 
indicated. 


Accounting pronouncements 


Effective for the company’s fiscal 2001 year, the Canadian Institute of Chartered Accountants ("CICA") 
changed the accounting for income taxes and the accounting for employee future benefits. 


a) Income taxes 
During the year, the company adopted, on a retroactive basis, the new CICA Handbook Section 
3465, ‘Income Taxes’, and as a result, the liability method of accounting for income taxes is now 
being used. Previously the deferral method was used. 


b) Employee future benefits 
During the year, the company also adopted, on a retroactive basis, the new CICA Handbook Section 
3461, "Employee Future Benefits’. In addition to other prescribed changes, the new section requires 
that the costs of post-employment benefits other than pensions be accounted for on an accrual 
basis covering the projected future costs for both retired and active service employees. 


The combined effect of the required implementation of the above accounting recommendations is to 
decrease the May 31, 2000 non-current future income tax liability by $604 and to increase the May 31, 
2000 employee future benefits, included in other long-term liabilities, by $604. There was no impact on 
the opening retained earnings or on the statement of earnings. 


Effective for the company’s fiscal 2001 year, the company has early adopted, on a retroactive basis, 

the CICA’s new accounting recommendations for Handbook Section 3500, "Earnings Per Share’. The new 
section requires the presentation of both basic and diluted earnings per share on the face of the income 
statement regardless of the materiality of the difference between them. It also requires the use of the 
treasury stock method to compute the dilutive effect of options and similar instruments as opposed to the 
imputed earnings approach. The implementation of these new requirements did not impact the 
company’s calculation of diluted earnings per share. 


2- Business Acquisitions and Disposals 


(a) Effective April 1, 1999, the company acquired the remaining 50% interest in Velan S.A.S., a valve 
manufacturing company located in France, for an aggregate cash consideration of $29,416 
(FF120,000). 


The acquisition was accounted for using the purchase method and the purchase price was 
allocated as follows: 


Current assets $ 32,034 
Capital assets 3,278 

35,012 
Current liabilities (20,604) 
Net identifiable assets acquired 14,708 
Goodwill 14,708 


Purchase price $ 29,416 


Notes to Consolidated Financial Statements 


For the years ended May 31, 2001 and 2000 (in thousands, excluding number of shares 


and per share amounts) 


b) Effective June 1, 1999, the company acquired all of the outstanding shares of Bouvier Darling S.A.S., 
a valve manufacturer in France, for an aggregate cash consideration of $6,987. 


The acquisition was accounted for using the purchase method and the purchase price was 


allocated as follows: 


Current assets 
Capital assets 


Current liabilities 


Net identifiable assets acquired 
Goodwill 


Purchase price 


$ 7,201 
2,983 
10,184 
(5,866) 

4,318 

2,669 


$ 6,987 


(c) In fiscal 2000, the company sold its 50% interest in 0.A. Products, Inc. for an amount that 


approximated its carrying value. 


3- Interest in Joint Venture Companies 


Below are the remaining balances included in the consolidated financial statements after eliminations 


emanating from our joint venture companies overseas. 


2001 2000 
Consolidated balance sheets 
Current assets $ 2,188 $ 2,582 
Long-term assets 3,303 1,635 
Current liabilities 237 1,043 
Long-term liabilities 998 634 
4- inventories 2001 2000 
Raw materials $ 24,360 $ 17,881 
Finished parts 43,257 48,623 
Finished goods 32,046 36,013 
$ 99,663 Sam O2. 518, 
5- Capital Assets 
Capital assets consist of the following: 
2001 
Accumulated 
Cost amortization Net 
Land $ 8,998 $ - $ 8,998 
Buildings 27,820 10,445 17,375 
Machinery and equipment 87,436 59/320 28,116 
Furniture and fixtures 4,165 3,055 1,110 
Data processing equipment 10,435 8,935 1,500 
Rolling stock 1,042 628 414 
Leasehold improvements 131 59 We 
$ 140,027 $ 82,442 Ser 297085 


2000 


Accumulated 


Cost amortization Net 

Land $ 7,658 $ = $ 7,658 
Buildings 31,236 10,786 20,450 
Machinery and equipment 88,863 60,693 28,170 
Furniture and fixtures 3a 2,655 880 
Data processing equipment 10,087 7,865 2222 
Rolling stock 1,088 601 487 
Leasehold improvements 113 33 80 
$ 142,580 $ 82,633 $59,947 


6- Credit Facilities 
(a) Velan Inc. and its U.S. subsidiary company, Velan Valve Corp., have the following credit facilities: 


UNSECURED 

Credit facilities available Borrowing rates Amount borrowed at May 31, 
2001 2000 

$19,605 (2000 — $19,432) 

(US$12,770; 2000 — US$13,156) (note 15) Prime rate $  - SS 

$20,000 (US$13,027; 2000 — US$13,538) (note 15) Prime rate oes Se 

$500 (US$326; 2000 — US$338) Prime rate $ = $ - 

$5,000 — available to purchase readily convertible 

forward exchange contracts (note 15) $ - y= 


The above unsecured facilities are available by way of demand operating lines of credit, bank loans, 
letters of credit, bankers’ acceptances, LIBOR loans, letters of guarantee and bank overdrafts. 


b) Foreign subsidiaries, a Canadian subsidiary and joint venture companies.have the following 
credit facilities available: 


SECURED - By corporate guarantees 
Credit facilities available Borrowing rates Amount borrowed at May 31, 


2001 2000 


Foreign subsidiaries 
CA$12,650 (2000 — CA$17,700) 


(Euro7,344; £400; KW1,800,000) 5.05% to 8.25% 

(2000 — Euro9,688; £800; KW1,800,000) (note 15) (2000 — 3.5% to 8%) $ 2,802 $ 3,857 
Canadian subsidiary 

$600 Prime $ 20 $231 
Joint venture companies 

CA$642 (2000 — CA$332) 6.24% $ 302 $332 
(KW250,000; NT$7,500) (2000 — KW250,000) (2000 — 7.1%) 


The above credit facilities are available by way of bank loans, guarantees, letters of credit and forward 


exchange contracts. The majority of the above credit facilities have variable borrowing rates based on 
LIBOR, EONIA or prime. The borrowing rates listed above are the rates in effect at May 31. 


| Notes to Consolidated Financial Statements 


For the years ended May 31, 2001 and 2000 (in thousands, excluding number of shares 
and per share amounts) 


7- Accounts Payable and Accrued Liabilities 


2001 2000 
Trade payables and accruals $ 38,031 $ 45,077 
Dividends 3,354 2,82] 
Balance of purchase price (note 2 a)) = 4,979 
Cans efst feereka $52,883 
8- Long-Term Debt any a0 
(a) Velan Inc. 
Loan from Société Innovatech du Grand Montréal (note 8 b)) $ 2,100 $ 2,600 
Government loans (note 8 b)) 475 579 
German subsidiary 
Bank loans (Euro533; 2000 — Euro920) (note 8 c)) 697 1,286 
Korean subsidiary 
Bank loan (US$102; 2000 — US$171) (note 8 d)) 157 253 
Government loan (KW34,591; 2000 — KW35,179) (note 8 d)) 42 47 
Bank loan (KW1,000,000) (note 8 d)) 1,207 1,326 
Portuguese subsidiary 
Loan (Euro484) (note 8 e)) 633 676 
Bank loan (2000 — US$215) (note 8 e)) — 317 
Taiwanese joint venture company 
Bank loans (NT$8,612; 2000 — NT$9,691) (note 8 f)) 390 459 
Korean joint venture company 
Bank loan (KW376,000; 2000 — nil) (note 8 g)) 454 - 
Other 358 548 
6,513 8,091 
Less: Current portion 1,254 1,861 
$ 5259 $ 6,230 
b) Velan Inc. 


Velan Inc. was granted a non-interest-bearing loan of $3,600 from Société Innovatech du Grand 
Montréal in connection with the development and manufacture of certain products. An installment of 
$1,800 was received in June 1996 and the balance in June 1997. The loan is repayable in six equal 
annual instalments of $500 from June 1998, with a final payment of $600 due in June 2004. Under the 
terms of the loan, a royalty of 3% of future sales of certain specified products from June 2005 to June 
2010 will be payable to Société Innovatech du Grand Montréal. Based on the future discounted cash 


flows of the principal repayments, the fair market value as at May 31, 2001 amounted to approximately 
$1,812 (2000 — $2,134). 


Federal government loans received in prior years related to plant expansions consist of the following: 


¢ Non-interest-bearing loan in the amount of $181 repayable in five annual instalments of $36 
beginning in 2000. 


° Non-interest-bearing loan in the amount of $434 repayable in five annual instalments beginning in 
2001. The first instalment is in the amount of $68, followed by four subsequent instalments of $92. 


Based on future discounted cash flows, the fair market value of the loans amounted to 
approximately $414 (2000 — $470). 


— 


c) German subsidiary 
Loans of $496 (Euro380) bearing interest at rates of between 5.55% and 7.45%, which are repayable in 
maximum aggregate annual instalments of $68 (Euro52) including capital and interest until maturity in 


2010 and 2011. The building, machinery and equipment have been pledged as security for these loans. 
Bank loan of $201 (Euro153) bearing interest at 5.90% and repayable in 2002. 
d 


— 


Korean subsidiary 
The U.S. dollar bank loan bears interest at LIBOR plus 2% and is repayable in five annual instalments 


of $105 (US$68), with the balance due in September 2002. Certain buildings, machinery and equipment, 


and land are pledged as collateral for this loan. 


The Korean government loan bears interest at a rate of 3% which is repayable in varying instalments 
commencing January 1997. 


The Korean bank loan bears interest at 6.75% and is repayable in annual instalments of $241 
(KW200,000) commencing in 2004. Certain buildings, machinery and equipment and land are pledged 
as collateral for this loan. 


— 


e) Portuguese subsidiary 

Loan repayable in twelve semi-annual instalments of $53 (Euro40) beginning in September 2001. 

The loan bears interest at LIBOR plus 0.78%; 73% of the interest is subsidized by Government 
programs. Based on future discounted cash flows, the fair market value as at May 31, 2001 amounted 


to approximately $556. 


The U.S. dollar bank loan bears interest at LIBOR plus 0.75% and is repayable in twelve quarterly 
instalments beginning in January 1999. A comfort letter from Velan Inc. has been provided with 
respect to this loan. The loan was fully repaid during the year. 


f) Taiwanese joint venture company 
Bank loans bearing interest at rates of between 7% and 8.49% (2000 — 7% and 8.75%) which are 
repayable in maximum aggregate annual instalments of $65 including principal and interest. These 
bank loans have maturity dates ranging from 2001 to 2012. 


— 


Korean joint venture company 
Bank loan bearing interest at prime minus 2% and is repayable in ten semi-annual instalments of 
$45 (KW37,600) commencing in 2006. Certain land is pledged as collateral. 


g 


h) The following is a schedule of the future debt payments: 


May 31, 2002 $ 1,254 
2003 976 
2004 1,080 
2005 1,125 
2006 417 
Subsequent years 1,661 


$ 6,513 
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For the years ended May 31, 2001 and 2000 (in thousands, excluding number of shares 
and per share amounts) 


9- Capital Stock 


(a) Authorized 


Unlimited number of Preferred Shares, issuable in series 

Unlimited number of Subordinate Voting Shares 

Unlimited number of Multiple Voting Shares (five votes per share), 
convertible into Subordinate Voting Shares 


(b) Issued 2001 2000 
6,456,301 (2000 — 6,712,301) Subordinate Voting Shares (note 9 c)) $ 101,055 $ 105,062 
15,906,567 Multiple Voting Shares 9,017 9,017 


$ 110,072 $ 114,079 


c) On October 20, 1999, the company initiated a Normal Course Issuer Bid ("NCIB") for a twelve-month 
period ending October 20, 2000, which was then renewed for a further twelve-month period ending 
October 20, 2001. The NCIB entitles the company to repurchase for cancellation a maximum of 325,865 
(2000 — 348,894) Subordinate Voting Shares during the twelve-month period. During the year ended 
May 31, 2001, 256,000 (2000 — 55,800) Subordinate Voting Shares were repurchased for a cash 
consideration of $3,892 (2000 — $1,024) and cancelled. Any amounts repurchased either in excess of or 
below the stated capital of the shares are accounted for in accordance with accounting standards. 


d) In 1996, the company established a fixed share option plan (the "Share Option Plan’) to allow for the 
purchase of Subordinate Voting Shares by certain full-time employees, directors and officers of the 
company and its subsidiaries. The total number of Subordinate Voting Shares which may be issued 
pursuant to the Share Option Plan will not exceed 1,250,000 shares, of which 6,000 Subordinate Voting 
Shares have been issued. The maximum term permissible under the Plan is 10 years which is 
determined at the date of grant as well as the vesting privileges. 


As at May 31, 2001, 187,000 (2000 — 191,000) Subordinate Voting Shares were reserved for issuance and 
allotment under the Share Option Plan at a weighted average price of $18.75 (2000 — $18.70) per share and 
with a weighted average remaining contractual life of 6.8 months (2000 — 1.7 years). There are 167,000 
(2000 — 16,000) options which are currently exercisable at a weighted average price of $17.77 (2000 — 
$25.00). The only movement during 2001 was the cancellation of 4,000 options at a weighted average price 
of $16.50. In 2000, the only movement was the granting of 10,000 options at a weighted average price of 
$19.00. Any consideration paid on exercise of stock options is credited to share capital. 


10- Research Expenses 


Research expenses include the following: 2001 2000 
Research expenditures $ 3,188 oa, 915 
Less: Scientific research tax credits 1,363 1,265 


Ey olla Hevhsw = Resa Bait 
11- Foreign Exchange 


Foreign exchange gain (loss) on translation 


of integrated subsidiaries consists of: 2001 2000 
U.S. subsidiary $ 2,075 $ (90) 
Korean subsidiary 100 112 


Saal do $ 22 
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12- Income Taxes 


The company’s effective income tax rate is made up as follows: 2001 2000 
Basic federal rate and surtax, less provincial abatement 29.12% 29.12% 
Provincial tax rate 9.04 945 

38.16 38.2 
Manufacturing and processing deduction (3.72) (3.94) 
Other (1.28) 1.27 

33.16% 35.60% 

Future income taxes consist of the following amounts: 

2001 2000 

Current future income taxes $ 412 $ 325 

Non-current future income taxes 2,266 1,564 

Net future income tax liability $7 32.678 $ 1,889 

The significant components of the net future income tax liabilities are as follows: 

2001 2000 

Capital assets $ 2,726 Saee2ol3 

Non-deductible reserves (657) (1,186) 

Share issuance costs - (373) 

Investment tax credits 263 257 

Other — net 346 378 

$ 2,678 $ 1,889 


13- Earnings Per Share 


Earnings per share is calculated using the weighted average number of shares outstanding of 22,437,144 
(2000 — 22,657,429) and amounted to $1.40 (2000 — $1.40). The options that are currently exercisable have 
not been included in the computation of diluted earnings per share because to do so would have been 
anti-dilutive. 


14- Segment Disclosure 
The company’s operations are principally in the manufacturing and sale of industrial valves. 
Geographic distribution of sales and assets: 


Consolidation 


May 31, 2001 Canada United States France Other adjustment Consolidated 
Sales 
Customers 
Domestic SaeeeS 1) / Ome Geen 02,002 mano moo 40 |e) nO, 1.3 > —- $ 233,744 
Export 64,351 - 6,023 17, 324 = 87,698 
Intercompany (export) 112,614 14,315 - 23517 (150,046) : 
Total $ 208743 $ 176,647 $ 39,484 $ 46614 $ (150,046) $ 321,442 
Capital assets See 157.9 ae ona 2 oe, 2 OG 0,2) 512) $957,585 
Goodwill 629 - - - 14,127 14,756 
Other identifiable assets 128,541 86,525 27,255 21,077 (21,467) 241,931 


Total identifiable assets $ 160,749 $ 92067 $ 31,580 $ 36,704 $ (6,828) $ 314,272 


Notes to Consolidated Financial Statements 


For the years ended May 31, 2001 and 2000 (in thousands, excluding number of shares 
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Consolidation 


May 31, 2000 Canada United States France Other adjustment —_ Consolidated 
Sales 
Customers 
Domestic Go 2. AGsmrO eo) 6) ome s4 30 meen elds — $ 231,772 
Export 73,052 734 4,825 11,184 = 89,795 
Intercompany (export) 98,970 15,611 18 15,738 (130,337) - 
Total $ 199505 $ 154,016 > $) 59,344 $39 039°. 1(120,337) p= o21 p07 
Capital assets See 32590 0aS 530299 $7 083 on 13,239 ee 437 $ 59,947 
Goodwill 729 = = = 15,753 16,482 
Other identifiable assets 133,111 85,051 33,900 22,924 (40,003) 234,983 


Total identifiable assets $. 166,430 $90,353 “$41,583 S$ 136,859.29) 9 (23,813))) 5 ol1,412 


In 2001, only one customer represented 10% of the company's sales. No customers represented 10% 
or more of the company’s sales in 2000. 


15- Commitments and Contingencies 


a) Velan Inc. and its U.S., French, German, U.K. and Portuguese subsidiaries are contingently liable for 
the reimbursement of approximately $11,467 (2000 — $11,651) relating to performance bond guarantees 
issued in the normal course of business. These guarantees expire at various dates through the years 
to 2004. 


b) Velan Inc. and its U.S. and Portuguese subsidiaries had outstanding purchase commitments with 
foreign suppliers amounting to $3,555 (2000 — $3,479) covered by letters of credit. 


c) The Canadian, German, U.K. and Korean subsidiaries and a foreign joint venture company had 
aggregate operating lease commitments for machinery and premises totalling $1,091 (2000 — $899). 


d) Velan Inc. enters into forward exchange contracts in order to hedge its net U.S. dollar inflows. As at 
May 31, 2001, there were US$7,500 (2000 — US$7,500) outstanding contracts expiring at varying terms 
to August 2001. The fair value of the contracts is determined by the exchange rate differential 
between the forward rate and the year-end spot rate and has been recorded in the accounts. 


16- Related Party Transactions 


Transactions with related parties in the ordinary course of business which are measured at the 
exchange value and not otherwise disclosed separately in these financial statements are as follows: 


2001 2000 

Interest expense on loan from controlling shareholder $ = $ 128 
Purchases from an affiliated company 

Material components 3,004 1,859 

Machinery and equipment 195 548 


Sales to an affiliated company 


Machinery and equipment 228 = 
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Shareholder Information 


Head Office Price Range 
7007 Cate de Liesse High $18.00 
Montréal, Québec Low $12.35 


HeliLE ADEE Closing on May 31, 2001: $17.13 


Investor Relations 


Stephen Farrell Annual Meeting 


Chief Financial Officer The Annual Meeting of Shareholders 
7007 Cote de Liesse will be held November 14, 2001 
Montréal, Québec at 11:00 a.m. in the auditorium of: 


Canada H4T 1G2 The Montréal Exchange 


Tel.: (514) 748-7743 800 Victoria Square, 4th floor 
Fax: (514) 908-0180 Montréal, Quebec 
Auditors 


PricewaterhouseCoopers LLP 


Dividend Policy 
WETS The Company has instituted a dividend policy 
CIBC Mellon of $0.30 annually per share, payable semi-annually. 
Shares Outstanding as at May 31, 2001 Any future change to this policy will remain at the 
6,456,301 Subordinate Voting Shares discretion of the Board of Directors of Velan and will 
15,906,567 Multiple Voting Shares depend on the Company's financial condition, results 
Listing of operations, capital requirements and such other 


factors as the Board of Directors deems relevant. 


Symbol: VLN TSE 


ADAREG™ Cryogenic Control 
Valves for liquid helium at 1.8°C 
above absolute zero in the world’s 
largest particle accelerator at 
CERN, Geneva. ADAREG™ valves 
are manufactured at Velan’s plant 
in Lyon, France. 
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